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to change the amount of the future an-
nual benefit commencing at normal re-
tirement age. For this purpose, the an-
nual benefit commencing at normal re-
tirement age is the benefit payable in
the form in which the terms of the plan
express the accrued benefit (or, in the
case of a plan in which the accrued
benefit is not expressed in the form of
an annual benefit commencing at nor-
mal retirement age, the benefit pay-
able in the form of a single life annuity
commencing at normal retirement age
that is the actuarial equivalent of the
accrued benefit expressed under the
terms of the plan, as determined in ac-
cordance with the principles of section
411(c)(3) of the Code).

(2) Individual account plans. For pur-
poses of section 204(h), an amendment
to an individual account plan affects
the rate of future benefit accrual only
if it is reasonably expected to change
the amounts allocated in the future to
participants’ accounts. Changes in the
investments or investment options
under an individual account plan are
not taken into account for this pur-
pose.

(b) Determination of rate of future ben-
efit accrual. In accordance with para-
graph (a) of this Q&A-5, the rate of fu-
ture benefit accrual is determined
without regard to optional forms of
benefit (other than the annual benefit
described in paragraph (a) of this Q&A-
5), early retirement benefits, or retire-
ment-type subsidies, within the mean-
ing of such terms as used in section
411(d)(6) of the Code (section 204(g) of
ERISA). The rate of future benefit ac-
crual is also determined without regard
to ancillary benefits and other rights
or features as defined in §1.401(a)(4)-
4(e).

(c) Examples. These examples illus-
trate the rules in this Q&A-5:

Example 1. A plan is amended with respect
to future benefit accruals to eliminate a
right to commencement of a benefit prior to
normal retirement age. Because the amend-
ment does not change the annual benefit
commencing at normal retirement age, it
does not reduce the rate of future benefit ac-
crual for purposes of section 204(h).

Example 2. A plan is amended to modify the
actuarial factors used in converting an annu-
ity form of distribution to a single sum form
of distribution. The use of these modified as-
sumptions results in a lower single sum. Be-
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cause the amendment does not affect the an-
nual benefit commencing at normal retire-
ment age, it does not change the rate of fu-
ture benefit accrual for purposes of section
204(h).

Q-6: What plan provisions are taken
into account in determining whether
there has been a reduction in the rate
of future benefit accrual?

A-6: (a) Plan provisions taken into ac-
count. All plan provisions that may af-
fect the rate of future benefit accrual
of participants or alternate payees
must be taken into account in deter-
mining whether an amendment pro-
vides for a significant reduction in the
rate of future benefit accrual. Such
provisions include, for example, the
dollar amount or percentage of com-
pensation on which benefit accruals are
based; in the case of a plan using per-
mitted disparity under section 401(1) of
the Code, the amount of disparity be-
tween the excess benefit percentage or
excess contribution percentage and the
base benefit percentage or base con-
tribution percentage (all as defined in
section 401(1)); the definition of service
or compensation taken into account in
determining an employee’s benefit ac-
crual; the method of determining aver-
age compensation for calculating ben-
efit accruals; the definition of normal
retirement age in a defined benefit
plan; the exclusion of current partici-
pants from future participation; ben-
efit offset provisions; minimum benefit
provisions; the formula for determining
the amount of contributions and for-
feitures allocated to participants’ ac-
counts in an individual account plan;
and the actuarial assumptions used to
determine contributions under a target
benefit plan (as defined in §1.401(a)(4)-
8(0)(3)(1)).

(b) Plan provisions not taken into ac-
count. Plan provisions that do not af-
fect the rate of future benefit accrual
of participants or alternate payees are
not taken into account in determining
whether there has been a reduction in
the rate of future benefit accrual. For
example, provisions such as vesting
schedules or optional forms of benefit
(other than the annual benefit de-
scribed in Q&A-5(a) of this section) are
not taken into account.

(c) Examples. The following example
illustrates the rules in this Q&A-6:
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Example. A defined benefit plan provides a
normal retirement benefit equal to 50% of
final average compensation times a fraction
(not in excess of one), the numerator of
which equals the number of years of partici-
pation in the plan and the denominator of
which is 20. A plan amendment that changes
the numerator or denominator of that frac-
tion must be taken into account in deter-
mining whether there has been a reduction
in the rate of future benefit accrual.

Q-7: What is the basic principle used
in determining whether an amendment
provides for a significant reduction in
the rate of future benefit accrual for
purposes of section 204(h)?

A-T7: Whether an amendment provides
for a significant reduction in the rate
of future benefit accrual for purposes of
section 204(h) is determined based on
reasonable expectations taking into ac-
count the relevant facts and cir-
cumstances at the time the amend-
ment is adopted. For a defined benefit
plan this is done by comparing the
amount of the annual benefit com-
mencing at normal retirement age as
determined under Q&A-5(a)(1) under
the terms of the plan as amended, with
the amount of the annual benefit com-
mencing at normal retirement age as
determined under Q&A-5(a)(1) under
the terms of the plan prior to amend-
ment. For an individual account plan,
this is done in accordance with Q&A-
5(a)(2) by comparing the amounts to be
allocated in the future to participants’
accounts under the terms of the plan as
amended, with the amounts to be allo-
cated in the future to participants’ ac-
counts under the terms of the plan
prior to amendment.

Q-8: Are employees who have not yet
become participants in a plan at the
time an amendment to the plan is
adopted taken into account in applying
section 204(h) with respect to the
amendment?

A-8: No. Employees who have not yet
become participants in a plan at the
time an amendment to the plan is
adopted are not taken into account in
applying section 204(h) with respect to
the amendment. Thus, if section 204(h)
notice is required with respect to an
amendment, the plan administrator
need not provide section 204(h) notice
to such employees.

Q-9: If section 204(h) notice is re-
quired with respect to an amendment,
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must such notice be provided to par-
ticipants or alternate payees whose
rate of future benefit accrual is not re-
duced by the amendment?

A-9: (a) In general. A plan adminis-
trator need not provide section 204(h)
notice to any participant whose rate of
future benefit accrual is reasonably ex-
pected not to be reduced by the amend-
ment, nor to any alternate payee under
an applicable qualified domestic rela-
tions order whose rate of future benefit
accrual is reasonably expected not to
be reduced by the amendment. A plan
administrator need not provide section
204(h) notice to an employee organiza-
tion unless the employee organization
represents a participant to whom sec-
tion 204(h) notice is required to be pro-
vided.

(b) Facts and circumstances test.
Whether a participant or alternate
payee is described in paragraph (a) of
this Q&A-9 is determined based on all
relevant facts and circumstances at the
time the amendment is adopted.

(c) Examples. The following examples
illustrate the rules in this Q&A-9:

Example 1. Plan A is amended to reduce sig-
nificantly the rate of future benefit accrual
of all current employees who are partici-
pants in the plan. It is reasonable to expect
based on the facts and circumstances that
the amendment will not reduce the rate of
future benefit accrual of former employees
who are currently receiving benefits or that
of former employees who are entitled to
vested benefits. Accordingly, the plan ad-
ministrator is not required to provide sec-
tion 204(h) notice to such former employees.

Example 2. The facts are the same as in Ex-
ample 1 except that Plan A also covers two
groups of alternate payees. The alternate
payees in the first group are entitled to a
certain percentage or portion of the former
spouse’s accrued benefit, and for this purpose
the accrued benefit is determined at the
time the former spouse begins receiving re-
tirement benefits under the plan. The alter-
nate payees in the second group are entitled
to a certain percentage or portion of the
former spouse’s accrued benefit, and for this
purpose the accrued benefit was determined
at the time the qualified domestic relations
order was issued by the court. It is reason-
able to expect that the benefits to be re-
ceived by the second group of alternate pay-
ees will not be affected by any reduction in
a former spouse’s rate of future benefit ac-
crual. Accordingly, the plan administrator is
not required to provide section 204(h) notice
to the alternate payees in the second group.
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Example 3. Plan B covers hourly employees
and salaried employees. Plan B provides the
same rate of benefit accrual for both groups.
The employer amends Plan B to reduce sig-
nificantly the rate of future benefit accrual
of the salaried employees only. At that time,
it is reasonable to expect that only a small
percentage of hourly employees will become
salaried in the future. Accordingly, the plan
administrator is not required to provide sec-
tion 204(h) notice to the participants who are
currently hourly employees.

Example 4. Plan C covers employees in Di-
vision M and employees in Division N. Plan
C provides the same rate of benefit accrual
for both groups. The employer amends Plan
C to reduce significantly the rate of future
benefit accrual of employees in Division M.
At that time, it is reasonable to expect that
in the future only a small percentage of em-
ployees in Division N will be transferred to
Division M. Accordingly, the plan adminis-
trator is not required to provide section
204(h) notice to the participants who are em-
ployees in Division N.

Example 5. The facts are the same facts as
in Example 4, except that at the time the
amendment is adopted, it is expected that
soon thereafter Division N will be merged
into Division M in connection with a cor-
porate reorganization (and the employees in
Division N will become subject to the plan’s
amended benefit formula applicable to the
employees in Division M). In this instance,
the plan administrator must provide section
204(h) notice to the participants who are em-
ployees in Division M and to the participants
who are employees in Division N.

Q-10: Does a notice fail to comply
with section 204(h) if it contains a sum-
mary of the amendment and the effec-
tive date, without the text of the
amendment itself?

A-10: No, the notice does not fail to
comply with section 204(h) merely be-
cause the notice contains a summary
of the amendment, rather than the text
of the amendment, if the summary is
written in a manner calculated to be
understood by the average plan partici-
pant and contains the effective date.
The summary need not explain how the
individual benefit of each participant
or alternate payee will be affected by
the amendment.

Q-11: How may section 204(h) notice
be provided?

A-11: A plan administrator (including
a person acting on behalf of the plan
administrator such as the employer or
plan trustee) may use any method rea-
sonably calculated to ensure actual re-
ceipt of the section 204(h) notice. First
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class mail to the last known address of
the party is an acceptable delivery
method. Likewise, hand delivery is ac-
ceptable. Section 204(h) notice may be
enclosed with or combined with other
notice provided by the employer or
plan administrator. For example, a no-
tice of intent to terminate under title
IV of ERISA or a notice to interested
parties of the application for a deter-
mination letter may also serve as sec-
tion 204(h) notice if it otherwise meets
the requirements of this section.

Q-12: How may the 15-day notice re-
quirement be satisfied?

A-12: (a) Generally. A section 204(h)
notice is deemed to have been provided
at least 15 days before the effective
date of the amendment if it has been
provided by the end of the 15th day be-
fore the effective date. When notice is
delivered by first class mail, the notice
is considered provided as of the date of
the United States postmark stamped
on the cover in which the document is
mailed.

(b) Example. The following example
illustrates the provisions of this Q&A-
12:

Example. Plan A is amended to reduce sig-
nificantly the rate of future benefit accruals
effective December 1, 1999. The plan adminis-
trator causes section 204(h) notice to be
mailed to all affected participants. The mail-
ing is postmarked November 16, 1999. Accord-
ingly, the section 204(h) notice is considered
to be given not less than 15 days before the
effective date of the plan amendment.

Q-13: If a plan administrator fails to
provide section 204(h) notice to some
participants or alternate payees, will
the plan administrator be considered to
have complied with section 204(h) with
respect to participants and alternate
payees who were provided with section
204(h) notice?

A-13: The plan administrator will be
considered to have complied with sec-
tion 204(h) with respect to a partici-
pant to whom section 204(h) notice is
required to be provided if the partici-
pant and any employee organization
representing the participant were pro-
vided with section 204(h) notice, and if
the plan administrator has made a
good faith effort to comply with the re-
quirements of section 204(h). The plan
administrator will be considered to
have complied with section 204(h) with
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respect to an alternate payee to whom
section 204(h) notice is required to be
provided if the alternate payee was
provided with section 204(h) notice, and
if the plan administrator made a good
faith effort to comply with the require-
ments of section 204(h). If these condi-
tions are satisfied the amendment will
become effective in accordance with its
terms with respect to the participants
and alternate payees to whom section
204(h) notice was provided. Except to
the extent provided in Q&A-14, the
amendment will not become effective
with respect to those participants and
alternate payees who were not provided
with section 204(h) notice.

Q-14: Will a plan be considered to
have complied with section 204(h) if the
plan administrator provides section
204(h) notice to all but a de minimis
percentage of participants and alter-
nate payees to whom section 204(h) no-
tice must be provided?

A-14: The plan will be considered to
have complied with section 204(h) and
the amendment will become effective
in accordance with its terms with re-
spect to all parties to whom section
204(h) notice was required to be pro-
vided (including those who did not re-
ceive notice prior to discovery of the
omission), if the plan administrator—

(a) Has made a good faith effort to
comply with the requirements of sec-
tion 204(h);

(b) Has provided section 204(h) notice
to each employee organization that
represents any participant to whom
section 204(h) notice is required to be
provided;

(c) Has failed to provide section
204(h) notice to no more than a de
minimis percentage of participants and
alternate payees to whom section
204(h) notice is required to be provided;
and

(d) Provides section 204(h) notice to
those participants and alternate payees
promptly upon discovering the over-
sight.

Q-15: How does section 204(h) apply to
the sale of a business?

A-15: (a) Generally. Whether section
204(h) notice is required in connection
with the sale of a business depends on
whether a plan amendment is adopted
that significantly reduces the rate of
future benefit accrual.
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(b) Examples. The following examples
illustrate the rules of this Q&A-15:

Example 1. Corporation Q maintains Plan
A, a defined benefit plan that covers all em-
ployees of Corporation Q, including employ-
ees in its Division M. Plan A provides that
participating employees cease to accrue ben-
efits when they cease to be employees of Cor-
poration Q. On January 1, 2000, Corporation
Q sells all of the assets of Division M to Cor-
poration R. Corporation R maintains Plan B,
which covers all of the employees of Cor-
poration R. Under the sale agreement, em-
ployees of Division M become employees of
Corporation R on the date of the sale (and
cease to be employees of Corporation Q),
Corporation Q continues to maintain Plan A
following the sale, and the employees of Di-
vision M become participants in Plan B. In
this Example, no section 204(h) notice is re-
quired because no plan amendment was
adopted that reduced the rate of future ben-
efit accrual. The employees of Division M
who become employees of Corporation R
ceased to accrue benefits under Plan A be-
cause their employment with Corporation Q
terminated.

Example 2. Subsidiary Y is a wholly owned
subsidiary of Corporation S. Subsidiary Y
maintains Plan C, a defined benefit plan that
covers employees of Subsidiary Y. Corpora-
tion S sells all of the stock of Subsidiary Y
to Corporation T. At the effective date of the
sale of the stock of Subsidiary Y, in accord-
ance with the sale agreement between Cor-
poration S and Corporation T, Subsidiary Y
amends Plan C so that all benefit accruals
cease. In this Example, section 204(h) notice
is required to be provided because Subsidiary
Y adopted a plan amendment that signifi-
cantly reduced the rate of future benefit ac-
crual in Plan C.

Example 3. Corporation U maintains two
plans: Plan D covers employees of Division N
and Plan E covers the rest of the employees
of Corporation U. Plan E provides a signifi-
cantly lower rate of future benefit accrual
than Plan D. Plan D is merged with Plan E,
and all of the employees of Corporation U
will accrue benefits under the merged plan in
accordance with the benefit formula of
former Plan E. In this Example, section
204(h) notice is required.

Example 4. Corporation V maintains several
plans, including Plan F, which covers em-
ployees of Division P. Plan F provides that
participating employees cease to accrue fur-
ther benefits under the plan when they cease
to be employees of Corporation V. Corpora-
tion V sells all of the assets of Division P to
Corporation W, which maintains Plan G for
its employees. Plan G provides a signifi-
cantly lower rate of future benefit accrual
than Plan F. Plan F is merged with Plan G
as part of the sale, and employees of Division
P who become employees of Corporation W
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will accrue benefits under the merged plan in
accordance with the benefit formula of
former Plan G. In this Example, no section
204(h) notice is required because no plan
amendment was adopted that reduced the
rate of future benefit accrual. Under the
terms of Plan F as in effect prior to the
merger, employees of Division P cease to ac-
crue any further benefits under Plan F after
the date of the sale because their employ-
ment with Corporation V terminated.

Q-16: How are amendments to cease
accruals and terminate a plan treated
under section 204(h)?

A-16: (a) General rule—(1) Rule. An
amendment providing for the cessation
of benefit accruals on a specified future
date and for the termination of a plan
is subject to section 204(h).

(2) Example. The following example il-
lustrates the rule of paragraph (a)(1) of
this Q&A-16:

Example. (i) An employer adopts an amend-
ment that provides for the cessation of ben-
efit accruals under a defined benefit plan on
December 31, 2001, and for the termination of
the plan pursuant to title IV of ERISA as of
a proposed termination date that is also De-
cember 31, 2001. As part of the notice of in-
tent to terminate required under title IV in
order to terminate the plan, the plan admin-
istrator gives section 204(h) notice of the
amendment ceasing accruals, which states
that benefit accruals will cease ‘‘on Decem-
ber 31, 2001.”” However, because all the re-
quirements of title IV for a plan termination
are not satisfied, the plan cannot be termi-
nated until a date that is later than Decem-
ber 31, 2001.

(ii) Nonetheless, because section 204(h) no-
tice was given stating that the plan was
amended to cease accruals on December 31,
2001, section 204(h) does not prevent the
amendment to cease accruals from being ef-
fective on December 31, 2001. The result
would be the same had the section 204(h) no-
tice informed the participants that the plan
was amended to provide for a proposed ter-
mination date of December 31, 2001, and to
provide that ‘‘benefit accruals will cease on
the proposed termination date whether or
not the plan is terminated on that date.”
However, the cessation of accruals would not
be effective on December 31, 2001, had the
section 204(h) notice merely stated that ben-
efit accruals would cease ‘“‘on the termi-
nation date or on the proposed termination
date.

(b) Terminations in accordance with
title IV of ERISA. A plan that is termi-
nated in accordance with title IV of
ERISA is deemed to have satisfied sec-
tion 204(h) not later than the termi-
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nation date (or date of termination, as
applicable) established under section
4048 of ERISA. Accordingly, section
204(h) would in no event require that
any additional benefits accrue after the
effective date of the termination.

(c) Amendment effective before termi-
nation date of a plan subject to title IV of
ERISA. To the extent that an amend-
ment providing for a significant reduc-
tion in the rate of future benefit ac-
crual has an effective date that is ear-
lier than the termination date (or date
of termination, as applicable) estab-
lished under section 4048 of ERISA,
that amendment is subject to section
204(h). Accordingly, the plan adminis-
trator must provide section 204(h) no-
tice (either separately or with or as
part of the notice of intent to termi-
nate) with respect to such an amend-
ment.

Q-17: When does section 204(h) be-
come effective?

A-17: (a) Statutory effective date. With
respect to defined benefit plans, sec-
tion 204(h) generally applies to plan
amendments adopted on or after Janu-
ary 1, 1986. With respect to individual
account plans, section 204(h) applies to
plan amendments adopted on or after
October 22, 1986.

(b) Regulatory effective date—(1) Gen-
eral regulatory effective date. This sec-
tion is applicable for amendments
adopted on or after December 12, 1998.

(2) Special rule for amendments adopted
under the temporary regulations. Wheth-
er an amendment that is adopted on or
after December 15, 1995 and before De-
cember 12, 1998 complies with section
204(h) is determined under the rules of
§1.411(d)-6T in effect prior to December
14, 1998 (See 1.411(d)-6T in 26 CFR part
1 revised as of April 1, 1998).

[T.D. 8795, 63 FR 68680, Dec. 14, 1998]

§1.412(b)-2 Amortization of experience
gains in connection with certain
group deferred annuity contracts.

(a) Experience gain treatment. Divi-
dends, rate credits, and credits for for-
feitures arising in a plan described in
paragraph (b) of this section are experi-
ence gains described in section
412(b)(3)(B)(ii) (relating to the amorti-
zation of experience gains).

(b) Plan. A plan is described in this
paragraph (b) if—
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(1) The plan is funded solely through
a group deferred annuity contract,

(2) The annual single premium re-
quired under the contract for the pur-
chase of the benefits accruing during
the plan year is treated as the normal
cost of the plan for that year, and

(3) The amount necessary to pay in
equal annual installments, over the ap-
propriate amortization period, an
amount equal to the single premium
necessary to provide all past service
benefits not initially funded, together
with interest thereon, is treated as the
annual amortization amount deter-
mined under section 412(b)(2)(B) (i), (ii)
or (iii).

(c) Effective date. This section applies
for the first plan year to which section
412 applies that begins after May 22,
1981.

[T.D. 7764, 46 FR 6923, Jan. 22, 1981]

§1.412(b)-5 Election of the alternative
amortization method of funding.

(a) Alternative amortication method in
general. Section 1013(d) of the Employee
Retirement Income Security Act of
1974 provides an alternative method
which may be used by certain multiem-
ployer plans (as defined in section
414(f)) which were in existence on Janu-
ary 1, 1974, for funding certain un-
funded past service liability. The mul-
tiemployer plans which may elect to
use this alternative method are those
plans (1) under which, on January 1,
1974, contributions were based on a per-
centage of pay, (2) which use actuarial
assumptions with respect to pay that
are reasonably related to past and pro-
jected experience, and (3) which use
rates of interest that are determined
on the basis of reasonable acturial as-
sumptions. The unfunded past service
liability to which this method applies
is that amount existing as of the date
12 months after the date on which sec-
tion 412 first applies to the plan. The
alternative method allows the plan to
fund this liability over a period of 40
plan years by charging the funding
standard account with an equal annual
percentage of the aggregate pay of all
participants in the plan instead of the
level dollar charges required under sec-
tion 412(b)(2)(B). Paragraphs (b), (c), (d)
and (e) of this section contain proce-
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dural rules for electing this alternative
method.

(b) Election procedure. To elect the al-
ternative amortization method, a mul-
tiemployer plan must attach a state-
ment to the annual report required
under section 6058(a) for the plan year
for which the election is made, stating
that the alternative method for fund-
ing unfunded past service liability is
being adopted. Advance approval from
the Internal Revenue Service is not re-
quired. The alternative method must
be adopted on or before the last day
prescribed for filing the annual report
corresponding to the last plan year be-
ginning before January 1, 1982.

(c) Charges to which the alternative
amortization method is applicable. Once
elected, the alternative amortization
method is applicable to the unfunded
past service liability existing as of the
date 12 months after the date on which
section 412 first applies to the plan.
This results in charges to the funding
standard account which are in lieu of—

(1) Charges required under clause (i)
of section 412(b)(2)(B), and

(2) Charges required under clause (iii)
of section 412(b)(2)(B) if the plan
amendments referred to in such clause
result in a net increase in the unfunded
past service liability existing as of the
date 12 months after the date on which
section 412 first applies to the plan.
Such charges generally will arise only
with respect to plan amendments
adopted in the first plan year to which
section 412 applies.

If the election is made on an annual re-
port corresponding to a plan year after
the first plan year to which section 412
applies, recomputation of the contribu-
tions due in the prior years (to which
section 412 applied) will be necessary.

(d) Limitation. The sum of the charges
described in this paragraph may not be
less than the interest on the unfunded
past service liabilities described in sec-
tion 412(b)(2)(B) (i) and (iii), determined
as of the date 12 months after the date
on which section 412 first applies to the
plan.

(e) Reporting requirements. HEach an-
nual report required by section 6058(a)
and periodic report of the actuary re-
quired by section 6059 must include all
additional information relevant to the
use of the alternative amortization
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method as may be required by the ap-
plicable forms and the instructions for
such forms.

[T.D. 7702, 45 FR 40113, June 13, 1980]

§1.412(c)(1)-1 Determinations to be
made under funding method—terms
defined.

(a) Actuarial cost method and funding
method. Section 3 (31) of the Employee
Retirement Income Security Act of
1974 (““ERISA’’) provides certain ac-
ceptable (and unacceptable) actuarial
cost methods which may (or may not)
be used by employee plans. The term
“funding method” when used in section
412 has the same meaning as the term
‘“‘actuarial cost method’ in section 3
(31) of ERISA. For shortfall method for
certain collectively bargained plans,
see §1.412(c)(1)-2; for principles applica-
ble to funding methods in general, see
regulations under section 412(c)(3).

(b) Computations included in funding
method. The funding method of a plan
includes not only the overall funding
method used by the plan but also each
specific method of computation used in
applying the overall method. However,
the choice of which actuarial assump-
tions are appropriate to the overall
method or to the specific method of
computation is not a part of the fund-
ing method. For example, the decision
to use or not to use a mortality factor
in the funding method of a plan is not
a part of such funding method. Simi-
larly, the specific mortality rate deter-
mined to be applicable to a particular
plan year is not part of the funding
method. See section 412(c)(5) for the re-
quirement of approval to change the
funding method used by a plan.

[T.D. 7733, 45 FR 75202, Nov. 14, 1980]

§1.412(c)(1)-2 Shortfall method.

(a) In general—(1) Shortfall method.
The shortfall method is a funding
method that adapts a plan’s underlying
funding method for purposes of section
412. As such, the use of the shortfall
method is subject to section 412(c)(3). A
plan described in paragraph (a)(2) of
this section may elect to determine the
charges to the funding standard ac-
count required by section 412(b) under
the shortfall method. These charges
are computed on the basis of an esti-
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mated number of units of service or
production (for which a certain amount
per unit is to be charged). The dif-
ference between the mnet amount
charged under this method and the net
amount that otherwise would have
been charged under section 412 for the
same period is a shortfall loss (gain)
and is to be amortized over certain sub-
sequent plan years.

(2) Eligibility for use of shortfall. No
plan may use the shortfall method un-
less—

(i) The plan is a collectively bar-
gained plan described in section 413(a),
and

(ii) Contributions to the plan are
made at a rate specified under the
terms of a legally binding agreement
applicable to the plan.

For purposes of this section, a plan
maintained by a labor organization
which is exempt from tax under section
501(c)(b) is treated as a collectively bar-
gained plan and the governing rules of
the organization (such as its constitu-
tion, bylaws, or other document that
can be altered only through action of a
convention of the organization) are
treated as a collectively bargained
agreement.

(b) Computation and effect of net short-
fall charge—(1) In general. The ‘‘net
shortfall charge’” to the funding stand-
ard account under the shortfall method
is the product of (i) the estimated unit
charge described in paragraph (c) of
this section that applies for a par-
ticular plan year, multiplied by (ii) the
actual number of base units (for exam-
ple, units of service or production)
which occurred during that plan year.
When the shortfall method is used, the
net shortfall charge is a substitute for
the specific charges and credits to the
funding standard account described in
section 412 (b)(2) and (3)(B).

(2) Example. Paragraph (b)(1) of this
section may be illustrated by the fol-
lowing example:

Example. A pension plan uses the calendar
year as the plan year and the shortfall meth-
od. Its estimated unit charge applicable to
1980 is 80 cents per hour of covered employ-
ment. During 1980, there were 125,000 hours of
covered employment. The net shortfall
charge for the plan year is $100,000 (i.e.,
125,000%$.80), regardless of the amount which
would be charged and credited to the funding
standard account under section 412 (b)(2) and
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(3)(B) had the shortfall method not applied.
The funding standard account for 1980 will be
separately credited for the amount consid-
ered contributed for the plan year under sec-
tion 412 (b)(3)(A). The other items which may
be credited, if applicable, are a waived fund-
ing deficiency and the alternative minimum
funding standard credit adjustment under
section 412(b)(3)(C) and (D) because these
items are not credits under section
412(b)(3)(B).

(3) Plans with more than one contract,
contribution rate, employer, or benefit
level—(i) General rule. A single plan
with more than one contract, contribu-
tion rate, employer, or benefit level
may compute a separate net shortfall
charge for each contract, contribution
rate, each employer, or each benefit
level. The sum of these charges is the
plan’s total net shortfall charge. under
§1.412(c)(1)-1(b), the use of separate
computations would be a specific meth-
od of computation used in applying the
overall funding method. See also para-
graph (f)(b) of this section.

(i1) Single valuation. Only one actu-
arial valuation shall be made for the
single plan on each actuarial valuation
date.

(iii) Reasonableness test. The specific
method of computation of the net
shortfall charge must be reasonable,
determined in the light of the facts and
circumstances.

(c) Estimated unit charge. The esti-
mated unit charge is the annual com-
putation charge described in paragraph
(d) of this section divided by the esti-
mated base units of service or produc-
tion described in paragraph (e) of this
section.

(d) Annual computation charge. The
annual computation charge for a plan
year is the sum of the following
amounts:

(1) The mnet charges and credits
which, but for wusing the shortfall
method, would be made under section
412 (b)(2) and (b)(3)(B).

(2) The amount described in para-
graph (g)(3) of this section, if applica-
ble, for amortization of shortfall gain
or loss.

(e) Estimated base units—(1) In general.
The estimated base units are the ex-
pected units of service or production
for a plan year (hours, days, tons, dol-
lars of compensation, etc.), determined
as of the base unit estimation date for
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that plan year under paragraph (f) of
this section. This estimate must be
based on the past experience of the
plan and the reasonable expectations of
the plan for the plan year. The specific
type of unit used must be described in
the statement of funding method for
the plan year. (See paragraph (i)(3) of
this section for reporting require-
ments.)

(2) Reasonable expectations. The rea-
sonableness of expectations used under
paragraph (e)(1) of this section is deter-
mined under the facts and cir-
cumstances of the plan for each plan
year as of the relevant base unit esti-
mation date. Expectations will be con-
sidered unreasonable if, for example,
they do not reflect a consistent and
substantial decline or growth in actual
base units that has occurred over the
course of recent years and that is like-
ly to continue beyond the base unit es-
timation date. This determination of
reasonableness is independent of deter-
minations made under section 412(c)(3)
of the reasonableness of actuarial as-
sumptions.

(f) Base wunit estimation date—(1) In
general. The base unit estimation date
for the current plan year is determined
under this paragraph (f). This date
shall be an actuarial valuation date no
earlier than the last actuarial valu-
ation date occurring at least one year
before the earliest date any current
collectively bargained agreement in ex-
istence during the plan year came into
effect.

(2) Four-month rule. For purposes of
this paragraph (f), a current collec-
tively bargained agreement is one in
effect during at least four months of
the current plan year.

(3) Effective date of agreement. For
purposes of this paragraph (f), a collec-
tively bargained agreement shall be
deemed to have come into effect on the
effective date of the agreement con-
taining the currently effective provi-
sion for contributions to the plan or
the benefits provided under the plan.

(4) Long-term contract rule. The effec-
tive date of a collectively bargained
agreement shall be deemed not to
occur prior to the first day of the third
plan year preceding the current year.

(5) Special rule for plans computing sep-
arate net shortfall charge. A plan that
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computes a separate net shortfall
charge for each contract, contribution
rate, employer, or benefit level under
paragraph (b)(3) of this section shall
determine the base unit estimation
date for each separate charge without
regard to any collectively bargained
agreement that does not relate to that
contract, contribution rate, employer,
or benefit level. If a collective bar-
gaining agreement requiring contribu-
tions by a certain employer, or pre-
scribing a certain benefit level, is in ef-
fect on December 31, 1980, the preceding
sentence shall not apply to the com-
putation of a separate net shortfall
charge for that employer or benefit
level until the earlier of—

§1.412(c)(1)-2

(i) The first plan year beginning after
the date on which expires the collec-
tive bargaining agreement requiring
contributions by that employer (or the
last collective bargaining agreement
relating to that benefit level), or

(ii) The first plan year beginning
after December 31, 1983.

(6) Example. The rules contained in
paragraph (f) of this section are illus-
trated by the following table. In the
table, ¢V’ signifies actuarial valuation
date (January 1 in each case shown);
“B” signifies beginning of a contract;
and ‘“E” signifies end of a contract.
The table shows the resulting earliest
base unit estimation date with respect
to the following assumed items:

COMPUTATION OF EARLIEST BASE UNIT ESTIMATION DATE

Plan year (calendar year basis)
Example
1973 | 1974 | 1975 | 1976 | 1977 | 1978 | 1979 | 1980 | 1981 | 1982 | 1983 | 1984
Plan A e \ \Y \Y \
Contract 1 ... [ IR EB | i | e EB | ... EB | covvis | o | e E/B
Base unit estimation date® ........... 1973 | 1973 | 1973 | 1976 | 1976 | 1979 | 1979 | 1979 | 1979
Plan B ... \% \Y \Y \
Contract 2 ......coveeevvveviniiieiieies 2 2 2 B* | ... EB | oo | oo | s E/B* | oo | e
Contract 3 ... . EB | i | v EB | s | e EB | cvin | e EB | i | s
Base unit estimation date® ......... | e | eeee | v 1973 | 1973 | 1973 | 1976 | 1976 | 1976 | 1976 | 1979 | 1979
Plan C ..o \ \ \ \ \Y \ \ \ \Y \Y \Y \Y
Contract 4 .......coceevvvvniiiiiiiiieens | e | e EB | i | e E/B* | i | v | e E/B* | oo | e
Contract 5 ... [EU ORI I | =722 IR R EB* | oo | e | e | e EB* | ........
Base unit estimation date® ........... 1974 | 1974 | 1977 | 1977 | 1977 | 1977 | 1978 | 1979 | 1981

1The base unit estimation date may be on or any time after the actuarial valuation date in the year indicated on this line.

2No contract.

*Denotes that a prior contract ends and a new contract begins prior to the fifth month of a plan year.

(g) Amortization of shortfall gain or
loss—(1) Definition. The shortfall gain
for a plan is the excess for the plan
yvear of—

(i) The net shortfall charge computed
under paragraph (b) of this section over

(ii) The annual computation charge
described in paragraph (d) of this sec-
tion.

The shortfall loss for a plan is the ex-
cess for the plan year of the annual
computation charge over the net short-
fall charge.

(2) Shortfall amortization period—i(®i)
First year. The plan year in which the
amortization of a shortfall gain or loss
must begin is the earlier of two years:
the fifth plan year following the plan
year in which the shortfall gain or loss

arose, or the first plan year beginning
after the latest scheduled expiration
date of a collectively bargained agree-
ment in effect with respect to the plan
during the plan year in which the
shortfall gain or loss arose. For pur-
poses of this subparagraph, a contract
expiring on the last day of a plan year
shall be deemed to be renewed on such
last day for the same period of years as
the contract that succeeds the expiring
contract.

(ii) Last year. The plan year in which
the amortization of a shortfall gain or
loss must end is the 15th plan year fol-
lowing the plan year in which the
shortfall gain or loss arose. For a mul-
tiemployer plan described in section
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